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ABSTRACT The new agricultural technology is usually capital intensive. The demand for farm credit has increased 
manifold in modern times and the supply of credit is not sufficient to meet the expanding credit needs of 

agriculture. The additional returns from the productive investment were expected to be substantially higher than that 
of additional cost incurred on it. Borrowers were expected to repay the loans along with interest due on it without any 
difficulties. The proper utilization of credit increases the agricultural production and consequently the repaying capacity 
of the borrowing farmer. However, if the credit is not utilized for the productive purposes, it fails to increase the rate 
of capital formation in agricultural sector. Like other credit markets, agriculture credit market also faced adverse selec-
tion and moral hazard problems in which lenders unable to observe or monitor of the behaviour of borrowers where 
increase in the risk of the borrowers’ ability to repay the loan. 

INTRODUCTION       
The new agricultural technology is usually capital intensive. 
The main objective for the liberation of institutional cred-
it to the farmers was to help them in increasing their re-
source productivities through judicious use of modern farm 
inputs. The additional returns from the productive invest-
ment were expected to be substantially higher than that of 
additional cost incurred on it. Borrowers were expected to 
repay the loans along with interest due on it without any 
difficulties. The proper utilization of credit increases the 
agricultural production and consequently the repaying ca-
pacity of the borrowing farmer. However, if the credit is 
not utilized for the productive purposes, it fails to increase 
the rate of capital formation in agricultural sector.      

There is a strong positive relationship between agricultural 
productivity and availability of credit. Broadly, credit in ag-
ricultural sector may be divided into short-term loans to 
meet the input expenses and medium and long-term loans 
to facilitate the development of fixed farm assets such as 
land. The short-term loans or crop-loans are expected to 
bridge the gap in the short or long term resources of the 
borrowers. This gap arises in relation to static or dynamic 
production function. Under a static functioning the level 
of input use per hectare of cropped area being constant, 
the year to year variation in the amount of credit reflects 
the changes in input prices. The supply of credit related 
to static production conditions will not contribute to an in-
crease in output, although the withdrawal of it might lead 
to a decline in output. Under dynamic function, credit de-
mands would rise from year to year even if input prices 
remain constant. The growth in credit under such dynamic 
conditions would lead to an increased output. Similarly, the 
investment credit too would lead to an improvement in the 
production potential of the farms through the process of 
net capital formation.

Credit acts as a facilitator and it performs the important 
function of providing the borrowers with the requisite con-
trol over resources affecting production. It is difficult to es-
tablish a direct relationship between credit and output as 
the former facilitates the adoption of new technology and 
the level of inputs usage which in turn directly influence 
the productivity.   

Efficiency in production is how much output is obtained 
from a given set of inputs. As such, it is typically expressed 
as an output-input ratio. Single factor productivity reflects 
units of output produced per unit of a particular unit. La-
bour productivity is the most common measure of this 
type, though occasionally capital or even materials produc-
tivity measures are used. Single-factor productivity levels 
are affected by the intensity of use of the complementary 
inputs. Two producers may have quite different labour pro-
ductivity levels even though they have same production 
technology if one happens to use capital much more in-
tensively.

Because of this, researchers often use a productivity con-
cept that is invariant to the intensity of use of observable 
factor inputs. This measure is called total factor productiv-
ity (TFP). Conceptually, TFP differences reflect shifts in the 
isoquants of a production function. Higher TFP produc-
ers will produce greater amounts of output with the same 
set of observable inputs than lower TFP businesses and, 
hence, have isoquants that are shifted up and to the right. 
Factor price variation that drives factor intensity differenc-
es does not affect TFP because it induces shift along iso-
quants rather than shifts in isoquants.

TFP is most easily seen in the often-used formulation of a 
production function where output is the product of a func-
tion of observable inputs and a factor-neutral (alternatively, 
Hicks-neutral) shifter;

Q = A F (K, L, M)

Where, Q is output, F (.) is a function of observable inputs, 
capital (K), labour (L), and intermediate materials (M), and A 
is the factor-neutral shifter. In this type of formulation, TFP 
is A.                                             

The basic concept of multiplier says that the effect of in-
vestment on output and employment is manifold than the 
original increase in investment. The same can be distinctly 
demonstrated in a credit programme for the agricultural 
productivity through the continuous expansion of the in-
vestment base. Income rises if borrowings from the banks 
are being channelized into investment. The vicious cycle of 
“Low income, Low savings, Low investment, and Low in-
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crease” can be broken with the injection of credit in the 
cycle.  Most often those who save and those who invest 
are two different groups of people. Savings is put deposits 
while investors go to the bank and borrow the savings of 
others at a price.                        

According to the Neo-classical growth model, factor accu-
mulation exhibits diminishing returns. Thus, for sustainable 
long-run growth, a country cannot rely solely on accumula-
tion of factor inputs, but must strive to sustain growth in 
technology.

Productivity refers to the efficiency with which an economy 
transforms inputs into useful outputs. In growth account-
ing, investment and employment are the basic inputs of 
economic growth. Prof. W.A. Lewis describes the relation-
ship between capital, technical progress and productivity 
which are regarded as important determinants of growth. 
He also argues that capital is not only created out of prof-
its earned, it can also be created as a result of net in-
crease in money supply, especially bank credit. Creation of 
banks works as an accelerator in growth of real income. It 
raises both output and employment. Bank credit helps in 
the expansion of employment, output, effective demand 
and purchasing power of the community.   

Estimates of productivity can be made as the difference 
between actual output and output estimated by a produc-
tion function using actual input quantities. The producer’s 
problem is to maximize production in a particular period, 
subject to a budget constraint. A reference can be made 
Cobb-Douglas production function to represent the rela-
tion between inputs and outputs.

Max Q   =    (K, l, L)   ............................... (1)

Subject to     wk K + wl l + wL L    =    C    ........... (2)

Where,
Q       = Production 
K   =   Capital 
l    =   Land 
L    =    Labour
C = Total fund, determined as follows

C = C1 + C2    ..................................... (3)         

Where,   
C1 = own fund, and
C2 = borrowed fund

This analysis focuses on the relation between the total 
fund C which is subdivided between the present value of 
future production C1 and the ability to borrow against fu-
ture cash flows C2. A producer’s budget increases with bor-
rowing in this framework. Producers can take advantage of 
this increase to enhance productivity. A producer’s budget 
further increases with the present value of future produc-
tion. This effect follows because lenders favourably view 
expected increases in production. Thus a producer will be 
able to borrow greater amounts when the value of his fu-
ture productivity is expected to be high. 

The credit demand of a farmer varies from crop to crop, 
season to season and from region to region. The credit 
demand of a farmer is functionally related with the cost 
of exogenous inputs like fertilizers, seeds, pesticides, irri-
gation, etc. Both agricultural productivity and agricultural 
investments are positively associated with the incremental 

as well as total values of several functions of financial insti-
tutions. With regard to the extension of credit facilities to 
the farmers, Mellor feels that a mere supply of financial as-
sistance to the agriculturists, at low rate of interest, is not 
sufficient. There should be no diversion of funds to other 
purposes. If it does so, there will be no increase in produc-
tivity in agriculture. 

The asymmetric information problems that makes credit 
markets essentially imperfect, even in the presence of 
competitive among a large number of lenders. Lenders 
unable to observe or monitor the behaviour of borrow-
ers in certain respects, which leads to adverse selection 
and moral hazard.   In the adverse selection the potential 
borrowers most likely to produce an undesirable outcome  
who are most actively seeking loan and are most likely to 
be selected. On the other hand, moral hazard   in financial 
market occurs when borrower has an incentive to engage 
in undesirable activities from the lenders’ point of view and 
it may leads to an increase in the risk of the borrowers’ 
ability to repay the loan.  

Credit to farmers may be generally categorised as higher 
risk, requiring a higher degree of capital coverage. An-
other consideration would be the risk-weighting of loan 
portfolio assets according to past repayment performance. 
The result of assigning agricultural loans to a higher risk 
category would result in an increase in costs of agricultur-
al lending, as it decreases the possible financial leverage 
of a financial institution. The process of loan classification 
creates extra costs, which have to be weighed against the 
benefits of differentiation. In the regulations system of su-
pervisions, may enlarge their work load substantially and 
thus costs.

The cost of credit is the cost incurred by borrowers in ob-
taining loans. Borrowers incur them while obtaining loans, 
as they not only agree upon the conditions of loan (mainly 
interest rate) but also go through the procedures that are 
required by the lenders. The cost of borrowing is defined 
as the expenditure incurred at various stages from the be-
ginning of borrowing procedure to the date of final dis-
bursement of loan, to fulfil various formalities. The cost of 
borrowing consists of the cost of application, legal cost, 
stamp duty, processing fees, cost of obtaining clearance 
certificates, photographs, minimum transport cost, and 
bribe, if any, paid to officials and non-official and other 
incidental expenses incurred for securing the loan. The 
delay in sanction and disbursement of loans (the time lag 
between the date of application and the date of disburse-
ment) also affects the cost of credit. Apart from these eco-
nomic costs, the farmers also tolerate inconvenience, sacri-
fices, humiliation, etc. for fulfilling the formalities in getting 
loan which is termed as social cost. The social harassment 
of the borrowers in obtaining loan from the different insti-
tutional agencies hinders the normal function and created 
instability and in fructuous activities of the credit institu-
tions. This phenomenon of social cost directly hinders the 
growth of rural development. 

Another most important bearing on business transactions 
is trust. Lower the information asymmetry, higher the trust 
and lower is the transaction costs and vice versa. The ab-
sence of trust between two parties, legal safeguards is the 
substitute measures and this is referred to as the transac-
tion cost by the economists. The information asymmetry 
about the transacting parties among the transacting par-
ties themselves which makes the parties trust each other 
with caution and legal safeguards; this entails a kind of 



564  X INDIAN JOURNAL OF APPLIED RESEARCH

Volume : 5 | Issue : 3  | March 2015 | ISSN - 2249-555XResearch Paper

payment to bridge the gap through intermediation.  The 
subsidised credit policy has been eroded both in the qual-
ity of services and the trust in banking institutions. As the 
trust is higher with higher levels of information about each 
other the less documentation is required for immediate de-
cision on sanction and disbursement of loan amount and 
it leads to very low transaction cost due to lack of infor-
mation costs. In many countries low-income people who 
have entrusted their savings to small unsupervised financial 
institutions have lost their lifetime savings. It leads to de-
stroy the safe, liquid and remunerative savings and abil-
ity to smooth consumption with their own resources, and 
allows them to avoid having to carry the burden of debt 
repayments during income downswings. The government 
expenditure on rural infrastructure that reduces farmers’ 
risks will likely reduce the importance of information asym-
metries, improve the level of competition, and therefore 
reduce the distortions in rural credit markets. 

CONCLUSION
There is a strong positive relationship between agricultural 
productivity and availability of credit. The credit facilitates 
the adoption of new technology and the level of inputs us-
age which in turn directly influence the productivity.  The 
total factor productivity (TFP) implies that how much out-
put is obtained from a given set of inputs. The TFP differ-
ences reflect shifts in the isoquants of a production func-
tion. The credit demand for a farmer is functionally related 
with the cost of exogenous inputs which are called eco-
nomic costs and apart from the economic costs farmers 
also bear social costs as like inconvenience, sacrifices, hu-
miliations, etc. for fulfilling the formalities in getting loan. 
Trust has a significant bearing on banking transactions. 
Lower the information asymmetry, higher the trust and low-
er is the transaction cost and vice versa. If the people have 
lost their lifetime savings by the unsupervised financial in-
stitutions it will destroy the safe, liquid and remunerative 
savings and the most importantly lost their trust on bank-
ing institutions.
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